I end the first period in 1974, because this is the last year that exchanges could, and did, specify minimum commissions that nonmembers had to pay in order to trade on the exchanges.
In addition, during this period, the PHLX only traded equities, not the options that became important to it in later years. The second period begins in 1975 and ends in 1983. This is an era of great innovation for the PHLX, as it introduced automated routing and exe cution of retail equity trades and began to trade equity options, equity index options, and foreign-currency options. The third period runs from 1984 through 2000. During this era, while the PHLX enjoyed the benefits of its earlier diversification into options, it also had to confront new regulatory and competitive threats to the successful market niches it had created.
Before telling the story of the evolution of the PHLX, I will explain a recurring theme in this account. Economic theory would tend to pre dict that there would be only one exchange to trade any particular secu rity or group of securities, in large part because securities markets are subject to "network effects."1 This simply means that people buying (or selling) a security will generally want to go to the market center where the largest number of others are selling (or buying) the same security.
By following this strategy, they maximize their chances of receiving the best price and completing the transaction quickly. This point, which is often summed up by the phrase "liquidity attracts liquidity," has impor tant implications. Before exploring the three distinct eras in the history of the PHLX outlined above, I will set the context for the 1950s by briefly reviewing the evolution of the PHLX prior to that time.
The Early Years
The order flow, and they accounted for a significant share of the trades di rected to the PHLX and other regional exchanges prior to the liberaliza tion of public commissions.
The best-capitalized firms that were members of the PHLX often also belonged to the NYSE. In research conducted for its 1963 study, the SEC surveyed forty-one of these firms to ask them why they would direct some of their order flow to the PHLX rather than to the NYSE. 25 Table 1 ket. The NBBO is the best quoted price to buy or sell a stock up to a specified quantity limit. But dealers and brokers are often reluctant to quote the very best price they are willing to pay. This is because they hope to pay less than the maximum figure, and because the maximum that they are willing to pay depends on how well informed they believe their counterparty is. If a well-informed counterparty wants to sell at price $X, the dealer can assume that the stock might well be worth less than $X. Quoting conservative bid-and-offer prices reduces the chances that the dealer will be taken advantage of by well-informed traders.
However, when a typical "uninformed" retail order comes to the floor of an exchange such as the NYSE, where several brokers and dealers com monly compete to get such orders, the rivalry often forces them to offer prices superior to the best quoted bid-or-offer prices. This "price im provement" means that investors frequently obtained a price somewhat better than the NBBO. Price improvements were comparatively rare on the floors of the regional exchanges, since the specialists generally did not face competition for orders from dealers or brokers on their floors. The specialists on the regional exchanges would, as required, match the NBBO or send the trade to another exchange, but they generally did not match any price improvement that cropped up on the NYSE. The 1975 deregulation of brokerage commissions led to the rise of "discount" brokerage firms that charged low fees for providing basic re tail trading services. Since they charged low commissions for handling the trades, in order to make a profit they had to execute these trades at a very low cost. Moreover, since the profit on each trade was small, they scrambled to handle a high volume of retail trades. 1984 1965 1966 1967 1968 1989 1990 1991 1992 1993 1994 1995 1996 1997 1996 
